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IN THE UNITED STATES COURT OF APPEAIS 
FOR THE DISTRICT OF COLUMBIA CIRCUIT 


No. 24,633 
SILVIO GUTIERREZ 
Ve 
COMMISSIONER OF INTERNAL REVENUE, 


Appellant 


ON APPEAL FROM THE DECISION OF THE 
UNITED STATES TAX COURT 


BRIEF FOR THE APPELLANT 
ee OF THE ISSUE PRESENTED 

Whether the taxpayer, a resident alien sole shareholder of a foreign 
personal holding company, was required under Section 551(b) of the 1954 
Internal Revenue Code to include in his income the company's undistributed 
income for its entire taxable year, as the Commissioner contends, or only 
that portion of the company's undistributed income allocable to the period 


of taxpayer's actual residence in the United States, as the Tax Court held. 


This case has never been before this Court. 


o GutLerrez refer: © herein as taxpayer. 
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REFERENCES TO RULINGS 


The opinion of the United Spence Tax Court, on which the decision of 


March 16, 1970, is based (JA i, was filed on December 18, 1969, and is 


found at pages 32 through 43 of the separately bound joint appendix and 
is officially reported at 53 T.C. 394. 
STATEMENT OF THE CASE 

This appeal involves a deficiency in federal income tax for the year 
1961 in the amount of $88,146.71, plus interest. (JA 13.) The reviewed 
opinion of the Tax Court was filed on December 18, 1969, and the decision was 
entered on March 16, 1970. (JA 3, 48.) The Commissioner filed his notice 
of appeal on June 12, 1970. (JA 3, 49.) Jurisdiction is conferred on this 
Court by Section 7428, Internal Revenue Code of 1954. 

The material facts as found by the Tex Court (JA/32-34) may be summa- 
rized as follows: 

Taxpayer, & citizen of Venezuela, became a resident alien in the 
United States for tax purposes on March 1, 1961, He filed his federal 
income tax return for 1961 with the District Director of Internal Revenue 
for the ‘Manhattan District of New York. The. return was prepared on & 
cash receipts and disbursement basis for the calendar year. At the time 
he filed his petition in the Tax Court, he was again 4 resident of 


Venezuela. (JA 32-33.) 2 


~ 


2] "3A" references are to the separately bound joint appendix, 
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Taxpayer was the sole shareholder of Gulf Stream Investment Company, 


Ltd, (hereinafter referred to as "Gulf Stream"), a Bahamian personal 
holding company. Gulf Stream was incorporated on September 1, 1951, and 
derived all of its income from investments during its fiscal year ending 


August 31, 1961. (JA 33) | 

In his 1961 tax return, taxpayer included only so much of the income 
from the foreign personal holding company allocable to the period between 
the time that taxpayer became a resident alien a the end of the foreign 
personal holding company's fiscal (taxable) year. The Commissioner 
determined that the taxpayer should have included in his income the 
company's undistributed incame for its entire fiscal year, The Tex Court, 
in a reviewed opinion (three judges dissenting) agreed with the taxpayer 
and accordingly entered its decision. (JA 304h8,5 The comissioner, 


thereupon, filed his notice of appeal. (JA 49.) 


| 
37 The stipulation gives the year for Gulf Stream's incorporation as 
1959. (JA 2h.) | 


4/ On his income tax return for 1961, taxpayer claimed that he was a 
resident alien for 15 days. (Stip. Ex. 1-A.) . In the proceedings before 
the Tax Court, taxpayer, through his counsel, admitted that he had been 
a resident alien since March 1, 1961, and, therefore, that a portion of 
the Commissioner's deficiency determination was correct. (JA 2k, 29.) 


5/ The Tax Court decided another issue adversely to the taxpayer, but 
e has not chosen to appeal this decision. * 42-43.) 


Salim 
SUMMARY OF ARGUMENT 

Section 551(b) of the Internal Revenue Code of 1954 provides -- in the 
plainest language -- that a resident alien sole shareholder of a foreign 
personal holding company must include in his income the company's undis- 
tributed income for its entire taxable year, if the alien is a resident on 
the last day of the company's taxable year. In the case at bar the Tax 
Court agreed that a literal reading of the statute requires such a result. 
Nevertheless it permitted this taxpayer to make a pro-rata allocation of 
his company's undistributed income to each day of its taxable year and to 
report in his income only that portion of the company's income which 
corresponded to the period of his actual residence in the United States 
during its taxable year, i.e., March 1, 1961 through September 1, 1961. In 
departing from the statutory language the Tax Court majority reasoned that 
its literal application could produce an unreasonable or absurd result since 
a similarly situated taxpayer residing in the United States for perhaps only 


one day of the year would’ be taxable on his company's undistributed income 


for the entire year. We submit that there is nothing absurd or unreasonable 


in such a result and that the Tax Court erred in this instance in ignoring 
the plain language of the statute. 

The legislative history of Section 551(b) and its predecessors is 
replete with evidence of serious dissatisfaction of Congress in respect of 
foreign personal holding companies and the myriad tax avoidance schemes 
accomplished through them, It thus sought to deal with them in the strictest 


possible terms short of abolishing them altogether. This history is entirely 
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consistent with the statutory requirement that a sole shareholder alien 


who is a resident on the last day of the company's taxable year mist 
include in his income the company's undistributed taxable income for its 
entire vearel Moreover there is nothing absurd or unreasonable in such a 
requirement for it is well established in the tax law that ushamperea 
dominion by a taxpayer over amounts -- irrespective of whether earned 
prior to the point jurisdiction over the taxpayer is acquired -- con- 


stitutes a reasonable and sufficient basis for a tax. Taxpayer here had 


; | 
complete dominion over the entire undistributed income during his residency 


in the United States. Indeed had he distributed it, there is no question 
that the entire distribution including the portion allocable to the period 
of the year he was not in residence in the United States would have been 
taxable. His failure to make an actual distribution in this instance is 


of no moment for the essence of Section 551(b) is that the "ndistributed"” 


income is to be treated for tax purposes as “distributed.” 


! 
The Tax Court erred in concluding to the contrary and its decision 


should be reversed. 


a(*e 
ARGUMENT 

THE TAX COURT ERRED IN FAILING TO HOLD 

THAT TAXPAYER WAS REQUIRED UNDER SECTION 

551(b) OF THE INTERNAL REVENUE CODE OF 

1954 TO INCLUDE IN HIS INCOME THE UNDIS- 

TRIBUTED INCOME OF HIS FOREIGN PERSONAL 

HOLDING COMPANY FOR ITS ENTIRE TAXABLE 

YEAR 

Taxpayer, a resident alien, was the sole shareholder of a foreign 

personal holding company on the last day of its taxable year. He had 
been a resident alien in this country for 184 days prior to the end of 
his foreign personal holding company's taxable year. Taxpayer claimed, 
and the Tax Court so held (JA 42), that the portion of his foreign 
personal holding company's income allocable to that part of its taxable 
year during which taxpayer was & nonresident alien was not includable in 
his gross income as undistributed foreign personal holding company income. 
The Commissioner claimed that taxpayer was required to include in his 
income the undistributed income of his foreign personal holding company 
for its entire taxable year. Having lost in the Tax Court, the Commis- 


sioner brings this appeal. 


Section 551(b) of the Internal Revenue Code of 1954, Appendix, infra, 


provides: 


os 


Each United States shareholder, who was 
a@ shareholder on the day in the taxable year 
of the company which was the last day on which 
a United States group (as defined in section 
552 (a) (2)) existed with respect to the com- 
pany, shall include in his gross income, as & 
dividend, for the taxable year in which or with 
which the taxable year of the company ends, the 
amount he would have received as a dividend if 
on such last day there had been distributed by 
the company, and received by the shareholders, 
an amount which bears the same ratio to the 
undistributed foreign personal holding company 
income of the company for the taxable year as 
the portion of such taxable year up to and in- 
cluding such last day bears to the entire tax- 
able year. 


As taxpayer was e resident alien on the last day of his foreign per- 


sonal holding company's taxable year, the statute in clear and unambiguous 
language requires the inclusion in his income of his foreign erie hold- 
ing company's undistributed income for its entire taxable year. See Sec- 
tion 1.551-2(a) and (b) of the Treasury Regulations on Income Tax (1954 
Code), Appendix, infra. As stated in the dissenting opinion (JA 43), 
"there is no reason to depart from the clear and concise requirement of the 
statute." To the extent that Congress wanted an allocation of foreign 
see holding company income between the period when a United States 
group existed and when it did not exist, it so provided in section 551(b). 
This allocation is only to take place when the United States group ceases 
to exist before the end of the foreign personal holding Renner taxable 
year. This provision of Section 551(b) is not applicable here Becacee the 
United States group (taxpayer) existed on the last day of the foreign 


personal holding campany's taxable year. 
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In our view then, the Court need look no further than the plain 
unambiguous meaning of the language of the applicable statute for the 
proper result in this case. 

Moreover, even if the legislative history of Section 551(b) and its 


predecessors is to be invoked, there is nothing therein which would 


indicate that Congress did not intend what it a Rather the legis- 


lative history is essentially silent on the point. The Supreme Court 
has made it plain that in these circumstances the most persuasive 
evidence of the purpose of a statute 1s the words chosen by the legis- 


lature to give expression to its wishes. This rule is only qualified in 


of The provisions of Section 551(b) were first enacted into the tax law 

as Section 337(b) of the Revenue Act of 1936, c. 690, 49 Stat. 1648, by 
Section 201 of the Revenue Act of 1937, c. 815, 50 Stat. 813, to prevent 
United States taxpayers (citizens and resident aliens) from insulating 
their incomes from United States taxation by means of foreign personal hold- 
ing companies. H. Rep. No. 1546, 75th Cong., 1st Sess., Pp. 15-16, 21 
(1939-1 Cum. Bull. (Part 2), 704, 713, 717). As pointed out by the dis- 
senting judges (JA 46), the purpose of this legislation was to eliminate 
foreign personal holding’ companies. Report of the Joint Committee on Tax 
Evasion and Avoidance of the Congress of the United States, H. Doc. No. 337, 
75th Cong., lst Sess., p. 21. To carry out this goal, Congress in Section 
337 of the Revenue Act of 1936 taxed undistributed foreign personal holding 
company income to the United States citizen or resident alien who held shares 
in such company on “the last day on which a United States group * * * ex- 
isted” with respect to the company. (Bmphasis supplied.) This provision 
was carried forward into Section 337(b) of the Internal Revenue Code of 1939 
and then into Section 551(b) of the Internal Revenue Code of 1954 without 
substantial change. H. Rep. No. 1337; 83d Cong., 2d Sess., p. A179 (3 U.S.C. 
Cong. & Adm. News (195%) 4017, 4318); 8. Rep. No. 1622, 83d Cong., 2d Sess., 
De 323 (3 U.S.C. Cong. & Adm. News (1954) 4621, 4963-4964). Thus, a share- 
holder is taxed:on all the campany's undistributed income for its taxable 
year unless the United States group ceased to exist before the end of that 
year. H. Rep. No. 1546, sures Section 19.337-1(b) of Treasury Regulations 
103 (1939 Code) (now Section 1.551-2(b) of the Treasury Regulations on In- 


come Tax (1954 Code)). See Alexander, Fore Personal Hold: Cc ies 
and Fore: Corporations that are Pers C ies, 67 Yale L.J. 
35 ° 


=~) = 


situations where an absurd result or one plainly at variance with the 


policy of the statute would follow. United States v. Amer. Trucking) 


Ass'ns, 310 U.S. 534, 543 (1940). The Tax Court, following the earlier 


decision of the Fourth Circuit in Marsman Ve Commtsaionare 205 Ee oa 


(1953), reversing, 18 T.C. 1 (1952), concluded that such a mot would 
follow in the instant case if the plain meaning of the statute was 


followed. It admitted, as had the Fourth Circuit in Marsman, that if 


the statute was to be literally construed the Commissioner would be 


entitled to prevail. (JA 37-38.) Nevertheless and on the authority of 
ee it held that the literal language of the statute was not appli 
cable. We respectfully submit that Marsman is incorrect and that the Tax 
Court erred in this instance. As we shall show there is nothing absurd or 
unreasonable in the tax treatment required by the Commissioner in this 
CAaSC. : 
Admittedly, Congress directed the foreign personal holding company 


| 
provisions of Section 551(b) to citizens and resident aliens who were 


| 
using the device to. ‘gvoid, \income tax. But this is not to say that Con 
gress meant to allocate foreign personal holding company income according 
to the number of days of the company's taxable year that the taxpayer was 
a resident alien, if this alien was a resident of the United States on the 
last day of the company's taxable year. Rather, Congress sought to deal 
with the problem in sweeping terms. ‘The strong dislike that it expressed 
| 


ee Alvord v. ; F. 2d 713 (1960), also decided by the 
ourth Circuit. 
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against these holding companies and its desire actually to abolish such 
companies solidly supports the view that Congress went so far as to mean 
that an alien, who was a resident for only part of the year, must include 
in his income the company's undistributed income for its entire taxable 
year if the alien was @ resident in the United States on the last day of the 
company's taxable year. In holding that an alien, who is a resident in 
this country on the last day of his foreign personal holding company's tax- 
able year, is taxable pro-rata on such income depending upon the nunber of 
days of his residency before the close of the taxable year of his foreign 
personal holding company, the Tax Court and the Fourth Circuit have gone 
beyond the bounds of interpretation and have rewritten the statute -- a 
task which is proper only for the legislature. 

It is true that taxpayer had to become a resident of the United States 
in order to be subject to tax on income derived fram sources outside the 
United States and his United States tax period of such income did not begin 
before March 1, 1961. Taxpayer however, was in absolute control of Gulf 


Stream and could have had all of its income distributed to him after he had 


become & United States resident if he had wished to do so. If it had been 
8 


distributed, such income would unquestionably have been taxable to him. in 


7 if taxpayer had received a dividend on stock after he became a resident 
alien, he would have been taxable on the entire dividend even though he owned 
the stock and the company had earned the amounts distributed prior to his 
becoming a resident alien, All that Section 551(b) does is to declare a 
a@ividend of the undistributed profits of a foreign personal holding company 
on & given day. If taxpayer is a resident alien or a citizen of the United 
States on that day, he is taxable on the entire dividend. Taxpayer cauld 
have avoided the large dividend at the end of his foreign personal holding 
company's taxable year by having had his company distribute the accumulated 
profits prior to the time that he became a resident alien. 


-lla« 


adopting the taxing method set out in Section 551(b), Congress nerely dis- 
regarded the cizcomevances that there had not been a final distribution and 
treated the: one who is in control and has the power to receive the) income 
as though he had received it. This is but an application of the well 
established principle early stated in Corliss v. Bowers, 281 U.S. 316, 378 
(1930), that one is taxable on income which is subject to his unfettered 
command and that he is free to enjoy at his option, whether he sees fit to 
enjoy it or not. It is therefore clear that had taxpayer made an actual 
distribution while a resident of the United States (even, while a resident ‘ 
for only one day), it would have been taxed in toto, although mainly earned 
prior to taxpayer's residence here. There is no warrant for a different 
result under Section 551(b) which does no more than treat the undistributed 


income as distributed. | 


Nor is there anything "absurd" or unreasonable in taxing amounts which 
may have been earned prior to the time jurisdiction was acquired over tax- 
payer. On the contrary it is well established in the income tax law that 
such treatment is entirely reasonable. The wnhampered dominion by the 
SE over those amounts has long been recognized as a sufficient basis 
for the tax. The classic authority on this point is Lynch v. oraby, 2h7 
UeS. 339 (1918). There, it was recognized that Congress could tax a stock- 
holder on dividends declared and paid in 1914, whether paid from current 
earnings, or from accumlated surplus made up of past earnings, even though 
some of the past earnings had accrued prior to March 1, 1913, and were not 
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subject to income tax in the heads of the corporation. In sum then the 
“epsurd" or unreasonable result, which ostensibly would permit going beyond © 
the plain meaning of the statute in the case at bar, is simply not present. 
The language of the statute is thus controlling. 

The only other basis for the Tax Court's decision was Section 
951(a)(2)(A) of the Internal Revenue Code of 1952, which was enacted after 
the taxable year involved in this case. Section 951(a)(2)(A) deals with 
controlled foreign corporations and adopts a rule of pro-rata allocation 
to Subpart F income similar to the allocation rule adopted by the Tax Court 
in the instant case and the Fourth Circuit in Marsman. For the Tax Court 
majority to have merged the legislative purposes of both Sections 551(b) and 
951(a) and decided that the latter's terms should control the instant case 
hardly seems correct in light of the differences between the terms of the 
two provisions. See Wales } Tax Policy in Relation to Foreign Business 
Income: The Revenue Act of 1962, 40 Taxes 961, 963 (1962). |Further as the 
dissenting opinion points out (JA 45), "The fact that the Congress in 1962 
adopted a different rule in section 951(a)(2)(A) from the rule in section 
551(b) can only be construed as an indication that the Congress intended to , 
achieve a different result in each.” In any event the course Congress chose 
to follow in 1962 in respect of another section of the Code is at best 


inclusive as to the course it chose in respect of Section 551(b) many years 


9 Section O51(a)(e)(A) was added by Section 12(a), Revenue Act of 1962, 


P. L. 87-834, 76 Stat. 960. 


| 
| 
| 
| 
- 13 - | 


earlier, Conjecture as to the varying approaches is not sufficient to 


overcome the plain language of the earlier statute. 
CONCLUSION 


The decision of the Tax Court is incorrect and should be reversed. 


Respectfully submitted, 


Assistant Attorney General, 


WILLIAM FRIEDLANDER, 
THOMAS L, STAPLETON, 
DAVID ENGLISH CARMACK, 


Attorneys 
Tax Division 
Department of Justice, 


Washington, D.C. 20530. 


JOHNNIE M. WALTERS, | 


October, 1970. 
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on opposing counsel by mailing four copies thereof on this day 


of October, 1970, in an envelope, with postage prepaid, properly | 


addressed to him as follows: 


Herrick K. Lidstone, Esq. 
280 Park Avenue 
New York, New York 10017 


JOHNNLE M. WALTERS 


Assistant Attorney General 
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APPENDIX 
Internal Revenue Code of 1954 (26 U.S.C.): 


SEC. 551. FOREIGN PERSONAL HOLDING COMPANY INCOME TAXED 
TO UNITED STATES SHAREHOLDERS. 


* * * 


(bo) Amount Included in Gross Income.--Each United States 
shareholder, who was & shareholder on the day in the taxable 
year of the campany which was the last day on which a United 
States group (as defined in section 552 (a) (2)) existed with 
respect to the company, shall include in his gross income, as 
a dividend, for the taxable year in which or with which the 
taxable year of the company ends, the amount he would have 
received as a dividend if on such last day there had been dis- 
tributed by the company, and received by the shareholders, an 
amount which bears the same ratio to the undistributed for- 
eign personal holding company income of the company for the 
taxable year as the portion of such taxable year up to and in- 
cluding such last day bears to the entire taxable year. 


* * * 
Treasury Regulations on Income Tax (1954 Code) (26 C.F.R.): 


§ 1.551-2 Amount included in gross income. 


(a) The undistributed foreign personal holding company 
income is included only in the gross income of the United States 
shareholders who were shareholders in the company on the last 
day of its taxable year on which a United States group (as 
defined in section 552 (a) (2)) existed with respect to the 
company. Such United States shareholders, accordingly, are 
determined by the stock holdings as of such specified time. 
This rule applies to every United States shareholder who was 
a shareholder in the company at the specified time regardless 
of whether the United States shareholder is included within 
the United States group. For example, a domestic corporation 
which is a United States shareholder at the specified time must 
return its distributive share in the undistributed foreign 
personal holding company income even though the domestiic corpo- 
ration cannot be included within the United States group since, 
under section 554, the stock it owns in the foreign corporation 


~ 
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is considered as being owned proportionately by its sharehold+ 
ers for the purpose of determining whether the foreign cOrpo- | 
ration is a foreign personal holding campany. 

| 


(b) The United States shareholders must include in their 
gross income their distributive shares of that proportion of | 
the undistributed foreign personal holding company income for 
the taxable year of the company which is equal in ratio to that 
which the portion of the taxable year up to and including the 
last day on which the United States group with respect to the: 
company existed bears to the entire taxable year. Thus, if the 
last day in the taxable year on which the required United States 
group existed was also the end of the taxable year, the portion 
of the taxable year up to and including such last day would be 
equal to 100 percent and, in such case, the United States share- 
holders would be required to return their distributive shares in 
the entire undistributed foreign personal holding company income. 
But if the last day on which the required United States group 
existed was September 30, and the taxable year was & calendar 
year, the portion of the taxable year up to and including such 
last day would be equal to nine-twelfths and, in that case, the 
United States shareholders would be required to return their | 
distributive shares in only nine-twelfths of the undistributed 
foreign personal holding company income. | 


* * 
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IN THE UNITED STATES COURT OF APPEALS 


FOR THE DISTRICT OF COLUMBIA CIRCUIT 


No. 24,633 
SILVIO GUTIERREZ, 
Appellee 
v. 


COMMISSIONER OF INTERNAL REVENUE, 


Appellant 


ON APPEAL FROM THE DECISION OF THE 


UNITED STATES TAX COURT 


BRIEF FOR APPELLEE 


STATEMENT OF THE ISSUE 


Whether, under section 551(b) of the Internal 
Revenue Code of 1954, taxpayer l/, an alien who became a 
resident of the United States on March 1, 1961, must include 


in his gross income the entire amount of the undistributed 


1/ The Appellee, Silvio Gutierrez, is referred to herein as 
~ "taxpayer". | 


a 


foreign personal holding company income of his wholly-owned 


foreign corporation for its fiscal year ended August 31, 1961, 
as the Commissioner contends, or only 184/365 of such income, 
that is, that portion of the Corporation's undistributed in- 
come allocable to the portion of the foreign corporation's 
fiscal year after taxpayer became a resident of the United 
States, as the Tax Court held. 


This case has never been before this Court. 
STATEMENT OF THE CASE 


This appeal involves a deficiency in federal income 
tax for the year 1961 in the amount of $88,146.71, plus interest. 
(JA 13.) The reviewed opinion of the Tax Court was filed on 
December 18, 1969, and the decision was entered on March 16, 
1970. (JA 3,48.) The Commissioner filed his notice of appeal 
on June 12, 1970. (JA 3, 49.) Jurisdiction is conferred on 
this Court by Section 7482 of the Internal Revenue Code of 
1954. 

The material facts as found by the Tax Court (JA 32-34) 
may be summarized as follows: 

Taxpayer has been at all times and is now a citizen 
of Venezuela. He was a resident of Venezuela at the time he 


filed his petition in this case. 


sags 


Taxpayer filed his Federal income tax return for 
1961 with the district director of internal revenue for the 
Manhattan District of New York. The return was prepared ona 
¢ash receipts and disbursements basis for the calendar year. 

Prior to March 1, 1961, taxpayer was a nonresident 


alien of the Dnited States. Taxpayer became a resident alien 


of the United States on March l, 1961. 


Gulf Stream Investment Company, Ltd. ("Gulf Stream"), 


a Bahamian corporation, was incorporated on September 1, 1951, 
and derived all of its income from investments during its 
fiscal year ended August 31, 1961. Taxpayer was Gulf Stream's 
sole stockholder for its entire 1961 fiscal year. 

On his 1961 federal income tax return, taxpayer in- 
cluded in his income only so much of Gulf Stream's ndistributed 
income as was allocable to the period after taxpayer became 
a resident alien. The Commissioner determined that the taxpayer 
should have included in his income the company's undistributed 
income for its entire fiscal year. The Tax Court, in a reviewed 
opinion (three judges dissenting), agreed with the taxpayer and 
accordingly entered its decision. (JA 32-48.) The ouniisntoness 


thereupon, filed his notice of appeal. (JA 49.) 


ARGUMENT 


THE TAX COURT CORRECTLY HELD THAT THE PORTION 
OF THE FOREIGN PERSONAL HOLDING COMPANY'S UN- 
DISTRIBUTED INCOME ALLOCABLE TO THAT PART OF 
ITS FISCAL YEAR BEFORE TAXPAYER BECAME A RESI- 
DENT ALIEN IS NOT INCLUDIBLE IN TAXPAYER'S 
GROSS INCOME. 


This case arises under the foreign personal holding 


company provisions of the income tax law.2/ These provisions 


were first enacted in 1937 to deal with the problem of foreign 


u 3/ American citizens and residents 


“incorporated pocketbooks 
normally subject to the taxing power of the United States were 
postponing or avoiding income taxation by placing income pro- 
ducing property in foreign corporations not subject to our 
income tax laws. Congress decided to close this loophole by 
taxing the United States shareholders of foreign personal 
holding companies on their proportionate shares of the corpora~ 
tion's undistributed income. By virtue of taxpayer's becoming 
a resident of the United States, Gulf Stream became a foreign 
personal holding company. 

The statutory section applicable in this case is 
Section 551(b) of the Internal Revenue Code of 1954, which 
provides as follows: 

ee 

2/ Sections 551-558 of the Internal Revenue Code of 1954. 


3/ H. Rep. No. 1546, 75th Cong., lst Sess., 13-14. 


Sa 


"(b) Amount Included in Gross Income. - 
Each United States shareholder, who was a share- 
holder on the day in the taxable year of the 
company which was the last day on which a United 
States group (as defined in section 552(a)!(2)) 
existed with respect to the company, shall include 
in his gross income, as a dividend, for the 
taxable year in which or with which the taxable 
year of the company ends, the amount he would 
have received as a dividend if on such last 
day there had been distributed by the company, 
and received by the shareholders, an amount 
which bears the same ratio to the undistributed 
foreign versonal holding company income of the 
company for the taxable year as the portion 
of such taxable year up to and including such 
last day bears to the entire taxable year." 


| 
The statute clearly contemplates allocation of a 


foreign personal holding company's income between the period 
during which a United States group existed and the period 
during which a United States group did not exist. as the Com- 
missioner concedes, Congress directed the foreign personal 
holding company provisions of Section 551(b) at citizens and 
residents who were using the device to avoid income tax. 
(Appellant's Brief 9.) Thus, the statute explicitly provides 
that this impact stops short when a United States group ceases 


to exist during the foreign personal holding company 's fiscal 


year, no doubt to encourage United States shareholders to 
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divest themselves of their holdings in foreign personal holding 
companies. In enacting the statute, Congress did not advert 
to the situation where, as here, a United States group came 
into existence during the foreign personal holding company's 
fiscal year solely owing to a change of residence by the share- 
holder. The statute simply was not programmed to provide a 
solution for this unusual factual situation. 

The Commissioner argues that in this case the Tax 
Court has gone beyond the bounds of interpretation and has 
rewritten the statute in a manner proper only for the legis- 
lature. (Appellant's Brief 10.) He argues that the Court need 
look no further than the plain unambiguous meaning of the 
language of the statute for the proper result in this case. 
(Appellant's Brief 8.) This literal approach completely dis- 
regards virtually the entire history of income tax juris- 
prudence, as expounded in the most famous landmark cases. 
For example, in construing the complexities of the reorgani- 


zation provisions, the Supreme Court of the United States 


stated in Bazley v. Commissioner, 331 U.S. 737, 741 (1947): 


"Application of the language of such a 
revenue provision is not an exercise in framing 
abstract definitions. In a series of cases this 
Court has withheld the benefits of the reorgani- 
zation provision in situations which might have 
satisfied provisions of the section treated as 


= 


inert language, because they were not reorgani- 
zations of the kind with which §112, in its 
purpose and particulars, concerns itself." 


In Helvering v. Gregory, 69 F.2d 809, 810, 811 (1934), 
aff'd, 293 U.S. 465 (1935), the Second Circuit Court ‘of Appeals 


stated: 


| 

"Nevertheless, it does not follow that 
Congress meant to cover such a transaction, 
not even though the facts answer the dictionary 
definitions of each term used in the statutory 
definition. It is quite true, as the Board has 
very well said, that as the articulation of a 
statute increases the room for interpretation 
must contract; but the meaning of a sentence 
may be more than that of the separate words, as 
a melody is more than the notes, and no degree 
of particularity can ever obviate recourse |to 
the setting in which ali appear, and which all 
collectively create." 


These precedents clearly establish that the role of 
a court in interpreting statutory language is to apply the 
statute in a manner consistent with both its purposes and its 
words. The words of §551(b) would obviously permit the result 
urged by Commissioner, but. they do not require that result, 
since §551(b) does not directly allude to the present facts. 
Its allocation provisions allude only to situations where a 
United States group has ceased to exist during the taxable 
year of a foreign corporation. Those provisions do net allude 


. \. ° 
to a situation where a United States group has come into being 


a fe 


during the taxable year of a foreign corporation; the statute 
is silent on this point. Thus, this is precisely the type of 
situation where the Court, far from legislating, must fill 

in the interstices of the statute with reasoned elaboration 

of the statutory policy. It is the taxpayer's contention that 
the purposes of §551(b) and all of the foreign personal holding 
company provisions require that an allocation be made on the 
facts of this case, and therefore do not permit the anomalous 
result urged by the Commissioner. The Tax Court so held below, 
overruling its prior decision in Mary A. Marsman, 18 T.C. 1 


(1952) and following instead the decision of the United States 


Court of Appeals for the Fourth Circuit in Marsman v. Commissioner, 


205 F.2d 335 (4th Cir. 1953). The decision below was reviewed 

by the full Tax Court and represented a reconsideration and 
reversal not only of its prior decision in Mary A. Marsman, 
supra, but also of its position in Ellsworth C. Alvord, 32 T.c. 1 
(1959), rev'd, 277 F.2d 713 (4th Cir. 1960). 

The foreign personal holding company provisions were 
designed to reach the income of United States citizens and 
residents who were subject to the tax laws of the United States 
but who were eluding taxation by placing income in the hands 
of a foreign corporation that was not itself subject to the 


tax jurisdiction of ithe United States. Prior to March 1, 1961 
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taxpayer was a nonresident alien, wholly free of United States 


jurisdiction over citizens and resident aliens. He was not 
trying to avoid United States taxation - he was not orce subject 
to United States taxes. The purposes of the foreign personal 
holding company provisions would not be served by aoaerdine 
United States income tax on the income of a foreign corporation 
earned while its shareholder was a nonresident alien merely, 
because he subsequently became a resident of the United States. 
It is undisputed that the statute provides explicitly 
for allocation of a foreign personal holding asmmcny is Sacer 


where the United States group ceases to exist. For example, 


if petitioner had been a resident alien prior to March |1, 1961 


and had returned to Venezuela on that date, he would have been 
taxable only on Gulf Stream's income up to that point. The 
allocation requirement should not be eliminated merely because 
taxpayer was a resident alien during the latter half of Gulf 
Stream's fiscal year rather than vice versa. : 

A contrary holding would accomplish nothing other 
than to create a trap for the unwary. Taxpayer clearly could 
have avoided United States income taxation on Gulf stream's 


income earned prior to March 1, 1961 if Gulf Stream had 


distributed its income to him as a dividend on the day before 


he became a resident alien of the United States. The statute 
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should not impose a lesser tax burden on a nonresident alien 
who, before becoming a resident alien, had actually received 
a dividend from his foreign personal holding company than on 


one who had not. A trap for the unwary is particularly repug- 


nant when it operates only to the disadvantage of foreigners 


who are unfamiliar with our tax laws. 

Moreover, Section 551(b) taxes all of the undistributed 
foreign personal holding company income to the citizen 
or resident who holds the shares on “the last day on which 
a United States group*** existed". In taxing the last holder 
on earnings for the full year, the provision avoids the problem 
of allocating earnings to various taxpayers when the shares 
have changed hands. The successive shareholders are able to 
adjust their transactions to reflect the anticipated tax. 
Compare section 1373(b), which taxes the last-day shareholder 
of a subchapter S Corporation. Although neither the legis- 
lative history of section 551(b) nor that of section 1373 (b) 
contains any discussion of the attributed year-end dividend 
device, the effect is indicative of a purpose to collect the 
total tax from one taxpayer rather than from many. Use of the 


device in otherwise unrelated sections negates the likelihood 


= iis 


that it serves some purpose peculiar to foreign personal 
holding companies. A denial of allocation in this case would 
ensnare taxpayer in statutory language directed not at newly 


arrived resident aliens, but rather at a situation where the 
| 


Finally, the Tax Court holding should be followed 


| 
because it wisely applies one of the most ancient of; legal 


shares have changed hands. 


maxims: cessante ratione, cessat ipsa lex - when the law's 
purpose no longer applies, the law itself no longer applies. 
The present case is not one where an American Renn 25 avoid 
taxation through a gimmick, device or loophole. It is a 

case in which an individual conducted his affairs wilthout the 
intention of avoiding United States income tax pecause he 

was neither a citizen nor a resident of the United States when 


his plans were made or carried out. Further evidence that 
taxpayer had no intention of avoiding United Bees income tax 
is found in the fact that almost all of Gulf Stream's income 
was interest income from bonds issued by a foreign corporation 
and not from United States investments. (JA 24-26.) 

The foreign personal holding company provisions are 
properly severe in their application to tax dodgers: never-— 
theless, they should not be unnecessarily extended to reach 
those whom it neither was intended to reach nor could purpose- 


fully reach. As the Court of Appeals for the Fourth | Circuit 
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stated in Marsman v. Commissioner, supra: 


"We cannot attribute to the Congress of 
the United States the intent to accomplish! 


such an extraordinary result." 
(205 F.2d at 341.) 


That case is squarely in point here. 


CONCLUSION 


The decision of the Tax Court is correct a should 


be affirmed. | 


| 
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